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1.1 Back ground of the Study
The Government of Zanzibar stated its support for tourism in “A Guideline to investing in Zanzibar and investment opportunity” issued by Zanzibar Investment promotion Agency (ZIPA) tourism head the six such opportunities, with the justification that, in the recent, the economic activities in Zanzibar was largely driven by agriculture, which in all of its facets constitute the mainstay of the economy. Tourism has also been buoyant and complimentary to agriculture. Zanzibar has very alluring appeal to international tourist therefore the government wishes to consolidate and build on this positive factors and success this economic subsectors attained so far by strong encouraging foreign direct investment and mobilizing domestic private resources to channel into up-market facilities better equipped to carter for more discerning international visitors. The growth of these international visitors through tourism sector in Zanzibar will automatically increase the growth of tax revenues.

Tax is classified into two main categories that is direct and indirect tax. Direct tax is imposed on properties, incomes and corporate profits etc. Indirect tax includes value added tax, sales tax and import duty etc. In case of direct taxes, tax revenue depends on a country’s policy, either it relaxes the direct taxes for attracting foreign investment or imposes to collect revenue. For example, tax holidays and tax credits for new foreign investment and exemption of import duty in case of imports of raw material and machinery. Secondly, indirect tax depends on the sales of goods and services. FDI has generally positive effect on the economic growth and income levels in a country, so there will be greater aggregate demand and economic activities in a country which could help the government to generate more indirect taxes. In case of Zanzibar, major proportion of tax revenue is collected through indirect taxes. So, FDI may have positive impact on the tax revenue in Zanzibar.

The main aim of this study is to analyze the impact of FDI (Hotels) inflows in Zanzibar and Tax revenues. For the purpose of this study, Tax revenues are the income gained by the government through taxation. Tax revenues have been increased tremendously since the year 1999/2000. In the year 1999/2000 the revenue collection was Tzs.20.721 billion but in the year 2014/2015 the collection was Tzs 194.025 billion. This is the increase of Tzs 173.304 billion equivalent to 836% over 15 years.  Foreign direct investment (FDI) is defined as foreign investors moving their assets into another country where they have control over the management of assets and profits (Graham & Spaulding, 2005). It is generally true that the more FDI a country acquires, the more local economic growth and transformation can develop, because foreign companies often bring to the country large sum of funds and new technologies, as well as advanced management skills which allow local industries and regions to gain a lot of experience (OECD, 2003). For the purpose of this study foreign direct investment inflow is the amount of capital invested for the establishment of hotels. 

The number of hotels increase great, during the year 2000, the approved FDI establishment was eleven (11). but in the year 2014, the number of approved FDI establishment reached at two hundred and eight (208). this is the increase of 197 establishments’ equivalent to 179 percent over 14 years.  

1.2 Statement of the Research Problem
According to the recently information collected from Zanzibar revenue Board on tax revenue collected by government and the information collected from Zanzibar Investment Promotion Authority on amount of foreign direct investment inflows in Zanzibar it looks more impressive. Tax revenues have been increased tremendously since the year 1999/2000 where revenue collection was Tzs.20.721 billion but in the year 2014/2015 the collection was Tzs 194.025 billion. This is the increase of Tzs 173.304 billion equivalent to 836% over 15 years.  The stock of foreign private investment (FPI) reached USD 597.9 million in 2012, representing an increase of 3.7 percent compare to USD 576.0 million recorded in 2011. The problem is, there are numbers of stake holders want to know if the increase of revenue goes proportionally to the increase in foreign direct investment. This is a problem because there is a limited empirical work on testing the impact of FDI inflows and tax revenues in Zanzibar, therefore the idea of this research is to find whether, if there is any impact between foreign direct investment and tax revenues. 

1.3 Research Objectives
1.3.1 General Objective 
The general objective is to analyze the impact of foreign direct investment inflows on tax revenues in Zanzibar  
1.3.2 Specific Objectives
1. 	 To examine the impact of tourism sector on direct taxes.
2. 	To examine the impact of employment on direct taxes.
3. 	To analyze the relationship between FDI and tax revenue 
4. 	To determine the contribution of FDI in social economic development
1.4 Research Questions
1. 	Is there any significant relationship between tourism and direct taxes?
2. 	Is there any significant relationship between employment and direct taxes? 
3. 	What is the relationship between FDI and tax revenues?
4. 	What is the contribution of FDI in social economic development?

1.5 Significance of the Study
The significance of this study was to establish the relationship between the FDI and tax revenue in Zanzibar.  In doing so, the study sheds light on what the government can do to maximize tax revenues. This is in line with the government’s objective to achieve millennium development goals and also to support the implementation of all major government policies such as the long term development plan (vision 2020). the Zanzibar growth strategy, the Zanzibar investment plan, the Zanzibar strategy for growth and reduction of poverty plan II (MKUZA II). Zanzibar tourism policies and Zanzibar Trade policy all of which aim at the reduction of extreme poverty. The study is also significant because it will recommend the best way on which the government can take in dealing with FDI inflows. 

1.6 Scope of the Study
The study focus on impact of Foreign Direct Investment (inflows) on tax revenues in Zanzibar using secondary data obtained from the government institutions such as ZIPA, ZRB and TRA Zanzibar in order to draw conclusions. 

1.7 Organization of the Study
The studies have five chapters and each chapter contain a full description of the subject matters to ensure that the objective of this study will be met. Chapter one discuss the introduction part of this study, it includes the statement of the problem, the objective of the study, research questions, significance of the study, its scope and how the study was organized.

Chapter two will be subdivided into two parts as theoretical literature review and empirical literature review of the study, this part gives us the determinant of FDI, theories which determine FDI, researcher’s contributions to FDI and conceptual definition of FDI. 

















This part of the study tells us the different idea of the researcher who has been worked out on this subject matter and their finding. What others have written about the FDI? The section primarily deals with reading of books and journals. Nowadays the issue of foreign direct investments is being paid more attention, both at national and international level. There are many theoretical papers that examine foreign direct investments (FDI)’s issues, and main research on the motivations underlying FDI were developed by Dunning, Hymer or Vernon. Economists believe that FDI is an important element of economic development in all countries, especially in the developing ones.

2.2 Conceptual Definitions
Reference to the IMF and OECD (2003) definitions, direct investment reflects the aim of obtaining a lasting interest by a resident entity of one economy (direct investor) in an enterprise that is resident in another economy (the direct investment enterprise). The “lasting interest” implies the existence of a long-term relationship between the direct investor and the direct investment enterprise and a significant degree of influence on the management of the latter. Direct investment involves both the initial transaction establishing the relationship between the investor and the enterprise and all subsequent capital transactions between them and among affiliated enterprises, both incorporated and unincorporated. It should be noted that capital transactions which do not give rise to any settlement, e.g. an interchange of shares. Foreign direct investment (FDI) is a direct investment into production or business in a country by an individual or company of another country, either by buying a company in the target country or by expanding operations of an existing business in that country. Foreign direct investment is in contrast to portfolio investment which is a passive investment in the securities of another country such as stocks and bonds. The foreign direct investor may acquire voting power of an enterprise in an economy through any of the following methods: by incorporating a wholly owned subsidiary or company anywhere, by acquiring shares in an associated enterprise through a merger or an acquisition of an unrelated enterprise participating in an equity joint venture with another investor or enterprise, (Slaughter et al, 2012) Buckley (2000) defines foreign direct investment (FDI) as a term used to denote the acquisition abroad of physical assets, such as plant and equipment, with operational control ultimately residing with the parent company in the home country. FDI represents the primary means of transfer of private capital (i.e. physical or financial). technology personnel and access to the brand names and marketing advantage (Makola, 2003).

2.3 Theoretical Literature Review
This part discusses the theoretical literature of the study which mainly focuses on theoretical review on FDI and tax revenue. It also focus on FDI, direct taxes and indirect taxes, the study also presents  review of empirical literature that can be drawn from various past studies done by other researcher with similar nature of this study. 

2.3.1 Industrial Organization Approach 
Hymer was one of the pioneers who established a systematic approach towards the study of FDI. In his 1960 doctoral dissertation, Hymer (1976) developed the FDI theory approach of industrial organization. His theory, which was one of the first works to explain international production in an imperfect market framework, was supported by Lemfalussy (1961). Kindleberger (1969). Knickerbocker (1973). Caves (1974). Dunning (1974). Vaitsos (1974) and Cohen (1975) among others. The essence of Hymer’s theory is that firms operating abroad have to compete with domestic firms that are in an advantageous position in terms of culture, language, legal system and consumer’s preference. Furthermore, foreign firms are also exposed to foreign exchange risk. These disadvantages must be offset by some form of market power in order to make international investment profitable. The sources of market power – the firm-specific advantage in Hymer’s terms or monopolistic advantage in Kindleberger’s terms – are in the form of patent-protected superior technology, brand names, marketing and management skills, economies of scale and cheaper sources of finance. According to Hymer, technological superiority is the most important advantage as it facilitates the introduction of new products with new features. 

Moreover, the possession of knowledge helps in developing other skills such as marketing and improved production process. A significant feature of this theory is that it articulates the point that the advantages are transmitted effectively from one unit of a firm to another unit of that firm, irrespective of the fact that they are either located in one country or in more than one country (Caves, 1971).  Since the market is imperfect, firms are able to take advantage of their market power to reap good profits by investing abroad. This argument was supported by some other researchers. For example, Graham and Krugman (1989) stated that in the past it was the technological advantage possessed by European firms that had led to them investing in the United States. Sodersten (1970) also argued that willingness to increase profits by taking advantage of technological superiority or superior organizational structure were the main reasons for direct investment. However, at the same time, critics such as Robock and Simmond (1983) argued that possessing firm-specific advantages did not necessarily mean investment abroad as firms might very well exploit their advantages through exporting or licensing.  
2.3.2 Internalization Theory of FDI 
Buckley and Casson (1976) provided another explanation of FDI by putting emphasis on intermediate inputs and technology. They shifted the focus of the international investment theory from country-specific towards industry-level and firm-level determinants of FDI (Henisz, 2003). Buckley and Casson analysed MNCs within a broad-based framework developed by Coase (1937). their theory came to be known as internalization theory as they stressed this fact with regard to the creation of MNCs. They articulated their theory based on three postulates: 
(a) 	Firms maximize profits in a market that is imperfect;
(b) 	When markets in intermediate products are imperfect, there is an incentive to bypass them by creating internal markets. 
(c)	Internalization of markets across the world leads to MNCs.  

A firm that is engaged in research and development may develop a new technology or process, or inputs. It may be difficult to transfer technology or sell the inputs to other unrelated firms because those other firms may find the transaction costs to be too high. Faced with this situation, a firm may choose to internalize by using backward and forward integration, i.e., the output of one subsidiary can be used as an input to the production of another, or technology developed by one subsidiary may be utilized in others. When internalization involves operations in different countries then it necessarily means FDI. 

Buckley and Casson (1976) identified five types of market imperfections that result in internalization: (a) the co-ordination of resources requires a long time lag: (b) the efficient exploitation of market power requires discriminatory pricing; (c) a bilateral monopoly produces unstable bargaining situations; (d) a buyer cannot correctly estimate the price of the goods on sale; and (e) government interventions in international markets creates an incentive for transfer pricing. Although Buckley and Casson acknowledged the risk of host government intervention, they did not consider the difference in the magnitude of this risk across various industries. For example, industries such as power generation and telecommunications may face a greater risk of government intervention because societal considerations may require the balancing of private objectives with social objectives.            
 
2.3.3 Oligopolistic Theory Explaining FDI 
Knickerbocker (1973) also formulated his theory based on market imperfections. It has been asserted in the economic literature that there two important motives for choosing a particular country as a location for setting up a new facility (a) firms seek increased access to the host country’s market and (b) firms want to utilize the relatively abundant factors available in that country. Knickerbocker also cited a third motivation for choosing a location – firms might invest in a country to match a rival’s move (Head and others, 2002). In other words, firms often exhibit imitative behavior, i.e., they follow the internationalization of competitors so that they will not lose their strategic advantage. In particular, Knickerbocker argued that in oligopolistic market conditions, firms in an industry tend to follow each other’s location decision. The idea is that firms, uncertain of production costs in the country to which they are currently exporting, run the risk of being undercut by a rival switching from exporting to setting up a manufacturing subsidiary in the host country.

By imitating the rival’s FDI, the firm can avoid being underpriced (Altomonte and Pennings, 2003).   Knickerbocker used data from a large number of United States MNCs to calculate an entry concentration index that showed the extent to which subsidiaries' entry dates were clustered over time. He suggested that oligopolistic reaction increased with the level of concentration and decreased with diversity of the product. His theory of oligopolistic reaction is exemplified by many of the world’s industries, such as automotive, chemicals and electronics among others, which are dominated by a small number of very large corporations. Within the oligopoly industries, firms are few enough in number to recognize the impact of their actions on their rivals and vice versa (Gwynne, 1979). 

However, Knickerbocker’s proposition of oligopolistic reaction holds true only when uncertainty exists about costs in the host country; i.e., a sufficiently risk averse oligopolistic firm is more likely to set up a unit in a foreign country once one or more of its rivals invest there (Head and others, 2002). However, in the case of certainty, the incentive to go abroad decreases with rival investment. Furthermore, this theory does not explain what motivated the first firm to undertake FDI.

2.3.4 Trade Theory
Kojima (1973, 1975, and 1985) also integrated trade theories with direct investment theories. He strongly recommended that FDI was required in order to make factor markets more competitive and efficient internationally as well as to improve production processes in a country that is well-endowed with the given resource. Kojima identified resource, labor and market orientation as the three major motives behind international investment by a firm. Kojima’s theory mainly focused on Japanese investment. The other major Asian economies, such as China, India, the Republic of Korea and Taiwan Province of China, were not dealt with in his theory. Those countries have proven their potential in the international investment market in recent decades. Even though there are some examples of international investment that verify Kojima’s assumption of inability of firms to compete domestically, which leads them to invest abroad, it is still not satisfactory to generalize this proposition.  One of the main limitations of the works cited above is that they have not taken into account the modes of FDI, i.e., vertical and horizontal. It was Helpman (1984). and Helpman et al (2003 and 2004). among others, who related international trade to vertical as well as horizontal FDI. Helpman (1984) developed a general equilibrium model of international trade in which MNCs play an important role. He combined elements of ownership and locations in this model, and extended his earlier work that dealt with the firms producing a single product. He constructed his theory based on firms having a single production facility, which could be in a country other than where the headquarters were located. However, given the absence of tariffs and transportation costs means the firm will never open more than one production facility, so his model is really one of a vertically integrated firm. 

Helpman’s model is based on the differences in the factor endowments of different locations where a vertical MNC chooses to start its production centre. The model argues that firms like to choose cost-minimizing locations to maximize their profits. The differences in the factor endowments are associated with the relative size of the country. The theory explains the simultaneous existence of' intersectoral trade, intra-industry trade and intra-firm trade. The theory also explains cross-country penetration by MNCs as a result of impediments to trade such as transportation cost and tariff. 

In another article, Help man and Yeaple (2004) focused on a firm’s choice between exports and horizontal FDI. They developed a model of international trade in which firms choose to serve the domestic market, to export or to engage in FDI to cater to markets abroad. They contended that every industry was characterized by heterogeneity; therefore, the productivity of firms will differ. The consequence of this is that firms are organized on the basis of their productivity. The least productive firms shut down as they cannot generate a positive operating profit, no matter how they are organized. Other low-productivity firms sell only in the domestic market. The remainder of the heterogeneous firms will serve both domestic and foreign markets. However, the modes of operating in foreign markets will differ from firm to firm, depending on their productivity levels. The most productive firms will decide to serve the foreign market via FDI while less productive firms will sell in the foreign market through exports. The firms that invest abroad will do so when the gains from avoiding transportation costs are greater than the costs of maintaining facilities abroad. This is called the proximity- concentration tradeoff.

Thus, by embodying elements of the proximity-concentration tradeoff in the theory of horizontal FDI, the model predicts that foreign markets are better served by exports relative to FDI sales when trade frictions are lower or economies of scale are higher. Helpman et al, (2004) tested their hypothesis with the help of export and FDI sales by United States firms in 38 countries and 52 industries; the results supported their theoretical predictions. It is pertinent at this point to note that both horizontal and vertical FDI can also take two forms: (a) cross-border mergers and acquisitions or Greenfield FDI, the former involves firms trading in heterogeneous corporate assets to take advantages of complementarities, while later involves setting up of new plants in the foreign market. This aspect of FDI was examined by Nocke and Yeaple (2004). who developed the “assignment theory of foreign direct investment” to explain a multinational’s FDI mode choice. 

It is asserted in the business literature that mergers and acquisitions permit firms to exploit complementarities in their firm-specific assets (Maksimovic and Phillips, 2001). Thus, the merger and acquisition market allows heterogeneous firms to buy and sell corporate assets to exploit complementarities. In contrast, Greenfield FDI comprises the construction of production capacity abroad to permit a firm to deploy its assets in a foreign country. By assuming that two countries can freely trade with each one another, in their model they predicted that factor price differences between countries would lead to Greenfield FDI (from the high-cost to low-cost country) and to cross-border acquisitions (from each country to the other). while cross-country differences in entrepreneurial abilities (or some other corporate assets) would only give rise to mergers and acquisitions (from each country to the other). Thus, as per the model, the possibility exists for two-way FDI flows even in the absence of transportation costs and factor price differences between countries.

2.3.5 The Eclectic Paradigm of Dunning
He draws partly on macroeconomic theory and trade as well as microeconomic theory and firm behavior. The eclectic theory of John Dunning is a mix of three different theories of FDI, i.e. OLI (Denisia, 2010). From OLI theory four types of FDI derived, they are Resource seeking FDI, Market seeking FDI, Efficiency seeking FDI. Strategic asset/capabilities seeking FDI, OLI stands for ownership advantages, location advantages and internalization. Ownership advantages refers to intangible assets which are possess by the firm exclusively and may transferred within MNCs at lower costs, leading to higher incomes or reduced costs. Ownership of limited natural resources, patents, trademarks etc. is some of the examples of ownership advantages. When the first condition is fulfilled, then location advantages determine who will become the host country for the activities of MNCs. 

Benefits of quantitative and qualitative factors of production, resource availability, lower costs of transportation, telecommunications, and large market size, common government policies, and distance from the home country, cultural relations etc. are the location specific advantages stand for internalization. When the first two conditions are fulfilled, it must be profitable for the firm to use these advantages in collaboration of some of the factors outside the country of origin (Dunning, 1973, 1980, 1988).
 The electric paradigm of OLI shows that OLI parameters are different from company to company and it reflects the economic, political and social conditions of the host countries.

2.4 Empirical Literature Review
This part gives us a high light on the previous study of the subject matters that relates with my study hypothesis and variables, this review also includes systematic identification, location and analysis of the documents containing information relates to a research problem under investigation.

2.4.1Empirical Literature Review Worldwide
FDI, as an element of the rapid globalization process, has made rapid increases in the last few decades. Global inward FDI flows rose from US$54.1 billion in 1980, reaching US$207.7 billion in 1990 to a peak of US$1,401.5 billion in 2000. A fall ensured from 2001 such that by 2003 it had dipped to US$565.7 billion before peaking again at US$2100 billion in 2007. Estimates for 2009 put the fall to US$1114.2 billion consequent upon the financial and economic crisis (UNCTAD, 2010a).   

Gholami et al (2006) uses a sample of 23 developed and developing countries observed for the period 1976–99 based on ICT data availability to show that in developed countries, existing ICT infrastructure attracts FDI; a higher level of ICT investment leads to a higher level of FDI inflows but in developing countries the direction of causality goes instead from FDI to ICT. Findings by Sekkat and Veganzones-Varoudakis (2007) indicate that infrastructure availability, openness, and sound economic and political conditions are important for South Asia, Africa, and the Middle East in attracting FDI. In a study of South East European Countries (SEECs). Dauti (2008) identifies ICT infrastructure market as the major factor positively influencing FDI inflows while seeking factors (GDP growth, GDP per capita, GDP level) have perverse signs, showing significantly negative effects on FDI inflows. Nasser and Gomez (2009). in a study of 15 Latin American countries from 1978 to 2003, find that FDI inflows are (i) positively correlated with stock market trading volume (an important variable that reflects the development of the stock market) and (ii) significantly and positively correlated with the level of private credit offered by the banking sector. Others who find that financial development encourages FDI inflows are Kinda (2010). Deichmann et al. (2003). and Jenkins and Thomas (2002). Bénassy-Quéré et al. (2005) examine US foreign investment in 18 EU countries from 1994 – 2003. They assume a trade-off between public spending and the tax rate, public spending as well as a lower tax rate can increase FDI. Wolff (2007) closely follows Razin et al. (2005) in his empirical approach.

He draws on a panel of bilateral FDI flows for the EU 27 countries (ex-excluding Romania) for the period 1994 – 2003 and runs regressions for total FDI as well as equity FDI, inter-company debt transactions and retained earnings. His results are mixed. For total and equity FDI no robust significant tax effects are reported.  Grubert and Mutti (2000) regress the amount of invested real capital by the foreign affiliates of US multinationals on ATR in about 60 host countries. They report significantly negative tax elasticity. Altshuler et al. (2001) use similar data and find out that capital has become more responsive to taxes during the 1980s.Gropp and Kostial (2000) used the panel data of nineteen OECD countries to find the relationship Mahmood and Chaudhary between FDI and tax revenue. They found that a weak correlation between FDI and corporate income tax and found a strong positive impact of FDI inflows on the profit tax and on the total tax revenue.
2.4.2 Empirical Literature Review Africa
After almost ten years of growth, FDI inflows to Africa fell from a peak of US$72 billion in 2008 to $59 billion in 2009 - a 19 percent decline compared to 2008 - due to the financial and economic crisis (UNCTAD, 2010b). Africa has never been a major recipient of FDI flows and lags behind other regions of the world. By 1990, Africans share was a mere 1.37 percent compared to Asians 10.9 percent and by 2009 while Africans share was just 5.27 percent, Asia received a whopping 27 percent. FDI inflows to Africa represent a low percentage of the global total; they also represent a low percentage of its GDP and gross capital formation.

FDI inflows to Africa vary across sub-regions. Central Africa dominated between 2002 and 2004 but from 2005 to 2008, North Africa was the dominant sub-region. In 2009, all sub-regions experienced declines though Central Africa took the premier position again. A major concern regarding FDI inflows into the Continent is that the overwhelming majority of these go into natural resources exploitation. Between 1998 and 2009, the top ten country recipients are Egypt, South Africa, Nigeria, Sudan, Angola, Congo Republic, Morocco, Tunisia, Algeria, and Chad. Of these top recipient countries, most of the flows into oil, gas and mining projects. Indeed, the primary sector has been the largest recipient of accumulated FDI outflows to Africa. For example, the distribution of FDI by industry shows a concentration in the mining industry in terms of value. Studies by Musila and Sigue (2006) and Dupasquier and Osakwe (2006) on FDI show FDI in Africa is dependent on the development of infrastructure. Also, other studies on developing countries (Mengistu and Adams, 2007; Cotton and Ramachandran, 2001). emerging economies (Zhang, 2001); Western Balkan Countries (Kersan-Skabic and Orlic, 2007) and Southeast European Countries (Botric and Škuflic, 2006) show the significant role of infrastructure development in attracting the inflow of FDI. 
However, the results of a study on US FDI flow to Africa by Nnadozie and Osili (2004) find less robust evidence on the role of infrastructure on foreign direct investment. Results from Anyanwu and Erhijakpor (2004) indicate that telecommunications infrastructures economic growth, openness and significantly increase FDI inflows to Africa while credit to the private sector, export processing zones, and capital gains taxes have significantly negative effect.  Gooroochum and Sinclair (2005) found that in Mauritius taxing tourism is relatively more efficient and equitable than levying other sectors. It also found that a narrow policy, taxing the highly tourism-intensive sectors, extracts significantly more revenue from tourists than a broader policy where all tourism-related sectors are taxed.

2.4.3 Empirical Literature Review Tanzania
BOT et al (2001:9) point out that monetary value of the FDI inflow into Tanzania increased sixteen-fold from US$ 47 million in 1990 to US$ 768 million by 2000. This is an increase by 15.3% over a decade or an average of 1.53% annual increase. There has been an increase in FDI stocks in Tanzania from 1985 to 1990. Then there was a dramatic decline in 1995, before peaking up in 1998 and 1999. FDI in flows into Tanzania have been increasing over time. The increase from 1996 is both in absolute terms and in relation to other countries, including Kenya. The increased inflows can be attributed to, inter alia, the far –reaching reforms that Tanzania has been undertaking and still at the midst of mainly from the mid-1980s (Ngowi, 2002).  Tanzania under Julius Nyerere attempted a socialist transformation that saw widespread nationalization of property, including the seizure of foreign assets. Zanzibar is a semi-autonomous state within United Republic of Tanzania. In early 1990’s Zanzibar declared tourism sector as the driver for its economic growth, replacing agricultural sector. Zanzibar is a member of East Africa Community through the umbrella of United Republic of Tanzania. To put it in other ways Zanzibar seems to benefit the large tourism market available in the East African region. Zanzibar has been undertaking major economic reforms since mid 1990’s.

Among the initiatives used to promote tourism related foreign direct investment for Zanzibar include conducive macroeconomic environment - such as low and stable inflation, low fiscal deficit, trade and exchange liberalization, steady GDP growth, and maintenance of peace and political stability. Generally, the stock of Foreign private investment (FPI) reached USD 597.9 million in 2012, representing an increase of 3.7 percent compare to USD 576.0 million recorded in 2011, accommodation continue to lead in FDI stocks as it accounted for 67.8 percent of the total stock followed by information and communication which registered at 15.6 percent of the total stock in 2012(Zanzibar Investment 2012 Report).

2.5 Research Gap 
Although many studies have been reviewed such as assessing the contribution of inflows of FDI in the creation of employment opportunities of the people in Zanzibar, foreign direct investment and economic growth, the impact of FDI and its determinant in economic growth in Tanzania etc. 





2.6 Conceptual Frame Work: FDI and Tax Revenue
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Figure 2.1 Summary of Variables in Relation to FDI


2.7 Theoretical Framework 




















This chapter includes methodologically to be followed during the research. It covered the research design, area of the study, data collection method, population of the study, sampling design and data analysis techniques.

3.2 Research Design
 The research adopted a quantitative research design which quantifying relationships between dependant and independent variables. Quantitative research design is used to quantify the problem by way of generating numerical data or data that can be transformed into a usable statistic. It is used to quantify attitudes, opinions, behaviors and other defined variables and generalize results from larger sample population, it uses measurable data to formulate facts and uncover patterns in research. 

 3.3 Area of the Study  
The study conducted in Zanzibar because of the following factors:
Easy access of data from respective institutions, it serves time and money, Zanzibar is one among the country which contains many hotels, it is a good destination of FDI inflows as well as Zanzibar is a tourist destination. 

3.4 Population of the Study 
The data of FDI and tax revenues (direct and indirect taxes) were available from Zanzibar investment promotion authority, Zanzibar revenue board and TRA Zanzibar. Some of these data obtained from the year 1990 to 2015, but for the purpose of this study the sample size were from 2001-2015 (15 years).
3.5 Sample Size and Sample Design 
3.5 .1 Sample Size 
The study selects sample size from 2001-2015 and covered about 15 years because they are more current and availability of some data is difficult.

3.5.2 Sample Design
Sampling involves a process of selecting a sub-section of a population that represents the entire population in order to obtain information regarding the phenomenon of interest. A sample is a sub-section of the population, which is selected to participate in a study. There are two methods of sampling design, one yields probability samples in which the probability of selection of each respondent is assured, every unit in the population has a chance(greater than zero) of being selected in the sample, and the probability can be accurately determined. This method ensures a high degree of representative but time consuming. The other yields non-probability samples in which the probability of selection is unknown (Polit & Hungler 1995:279). 

This method some elements of population have no chance of selection (under covered) or where the probability of selection cannot be accurately determined this method is convenient and in expensive but degree of generalizabililty is questionable. For the purpose of this study both methods was used to facilitate data collection process. Statistical method was used to accomplish this task.

3.6 Data Collection Methods
The study used secondary data obtained from Zanzibar investment promotion authority, Zanzibar revenue board and TRA Zanzibar. The data collected from 2001-2015 for FDI inflows, Direct taxes and indirect taxes. 
3.7 Data Collection Tools
These are tools used for data gathering, it includes questionnaire and interview. Questionnaire a means of eliciting the feelings, beliefs, experiences, perceptions, or attitudes of some sample of individuals. As a data collecting instrument, it could be structured or unstructured. The questionnaire is most frequently a very concise, preplanned set of questions designed to yield specific information to meet a particular need for research information about a pertinent topic. The research information is attained from respondents normally from a related interest area. The advantages of this method are economy, uniformity of questions and standardization but the disadvantage of this method respondent’s motivation is difficult to assess. An interview is a direct face-to-face attempt to obtain reliable and valid measures in the form of verbal responses from one or more respondents. It is a conversation in which the roles of the interviewer and the respondent change continually. The advantages of this method it includes, allows the interviewer to clarify questions, allows the informants to respond in a manner then see fit. For the purpose of this study secondary data was used to draw conclusion.

3.8 Validity and Reliability of Data
3.8.1 Reliability of Data
Reliability shows the extent to which a variable (or a set of variables) is consistent with what they measure. In other words, reliability refers to the consistency of the measure or the set of measures while validity refers to how properly the concept is defined by the measure(s).

3.8.2 Validity of Data 
According to Colin Phelan and Julie Wren of UNI academic assessment (2005).   Validity is related not to what it should be measured but to how it is measured, validity is how well a measure (or a set of measures) reflects the concept of the study and the study is free from any systematic or non-systematic error.  The secondary data collected were analyzed in descriptive statistic by using SPSS (Statistical package for social sciences) to check if there is association in variable before further process. 

3.9 Data Analysis Techniques
The study used regression model in econometrics form, that is Ordinary least squares which is a statistical technique that uses sample data to estimate the true population relationship between two variables.   Ordinary Least Square analysis has applied on data because it utilizes the data very efficiently and OLS is easily well understandable and interpretable of statistical values. As OLS is an efficient approach to know the relationship between dependent and independent variables keeping other variables constant and gives the optimize results (Danish and Akram, 2014). 

3.10 Model Specification




TAX- represent amount tax revenue collected in terms of TZS
FDI - represent the foreign direct inflows in a country measured in terms of us$
EMPL- represents the number of employee’s works under tourism sector
TOUR- represent the number of tourist arrived in the country
SOCB- represents the benefit received by community in terms of Tzs.
-represent error term
3.11 Unit Root Test for Stationary of Data
Most of the macro economic data has been suggested the problem of unit root stationary, therefore we are supposed to test unit root test in order a regression models are free from spurious results (Datta and Kumar, 2011). Before ensure that   the results derived from the estimating our modified model in the equation. It was very important to test out stochastic properties of the variables to be estimated. The analysis was done using the argument of Dickey-Fuller (ADF) or more convenient ADF that is Augmented Dickey-Fuller and Phillips-Perron unit root test. The study proceeded with the estimation of the model in equation.

3.12 Co Integration   
Two variables are said to be co-integrated if they have long run equilibrium relationship between them. If two variables, dependent and an independent, are individually non-stationary but their residual (combination) is stationary, the variables are co-integrated on the long run (Gujarati, 2004).  Firstly, we have been tested for stationarity to prove that all variables are integrated at the same order I(1). the second stage in our methodological process was co integration test. To perform this Johansen co integration test proposed by (Johansen and Juselius, 1990) and (Johansen, 1991, Johansen, 1995) used for both the trace and the maximum eigenvalue tests. The optimal lag length in this test was based using the Schwartz Information Criterion (SIC). The variables are found to be co integrated, the relationship be interpreted as a long run relationship.
In order to test the hypothesis, the order of the co integration vector needs to be determined first. The order (rank) of co integration  were determined by constructing the trace statistics and the estimated values of the characteristic roots or eigenvalues . 
3.13 Residual Diagnostic Test 
To ensure that our results are free from autocorrelation we have tested the serial correlation using Breusch-Godfrey Serial Correlation LM test (Lagrange multiple test) as has been used in previous studies. The LM test is particularly useful because it is not only suitable for testing for autocorrelation of any order, but also suitable for models with or without lagged dependent variables.






4.0 DATA ANALYSIS AND INTERPRETATION

4.1 Introduction
This chapter of the study discuses the finding obtained on the impact of foreign direct investment on tax revenues in Zanzibar. The determinant of FDI in tax revenues includes tourism, social benefits and employment.

4.2 Descriptive Statistics
Descriptive statistics are used to present quantitative descriptions in a manageable form. It describes the basic features of data in a study. They provide simple summaries about the sample and the measure. Summary statistics for the return series are presented in Table 4.1 below. All variables series have positive mean. The sample means are indicating that, series are not much deviated from the population mean. All variables standard deviation is more volatile due to higher standard deviation. 

Also, the standard deviation of the series is found high when it is compared to the mean, except social, which indicates a large coefficient of variation. In addition, the Jarque-Bera statistics reject the null hypothesis that the series are normally distributed except social benefits since the probability of BJ test is not equal to zero. All the sign of the skewness is positive except tourism. Moreover, all series are leptokurtic, which indicates all underlying data have fatter tails and higher preakness than normal distribution except social.













Sources: Field data (2016)

4.3 Correlation Analysis 
Table 4.2 below shows that there is a positive correlation linking FDI, tourism, Employment, Social benefits and tax revenue, this is true since as the number of FDI Inflows increase as the amount of revenues collected by the government rise, this reflects the positive correlation between FDI and tax collection in Zanzibar. In the case of control variables tourism, employments, social benefit result from FDI are positively correlated with tax revenue, signifying a positive linear relationship.







Sorces: Field data (2016)


4.4 ADF Unit Root Test
A unit root test attempted to determine whether a given time series is consistent with a unit root process, a unit root is a feature of process that involve through time that can cause problems in statistical inference involving time series model. The stationary or otherwise of a series can strongly influence its behavior and properties, 

Therefore, the study supposed to test unit root test in order to ensure that the results derived from regression models are free from spurious results ( Datta and Kumar, 2011) As discussed in the methodology part, The study use Augmented Dickey-Fuller test proposed by (Dickey & Fuller, 1981). The choice of the lag length required for the test is based on Schwarz Information Criterion (SIC). The null hypothesis shows that a series does contain a unit root (non-stationary process) against the alternative of stationary. 






  Table 4.3: ADF Unit Root Test for Stationary

 	At Level	 	At  First difference	 






Notes: Asteriks *, ** and *** indicate significance level at 10%, 5% and 1%, respectively. 

4.5 Co integration Test
On other hand, from Table 4.4, the results of co integration indicate that, Trace test indicate that there are four co integration relationship among the variables. However, for the case of max Eigen test, indicate that there are three co integrating equations that tied all variables together in the long run. 






Table 4.4 Results of Johansen and Juselius Multivariate Co integration Test

Trend assumption: Linear deterministic trend	
Series: TAX FDI SOCB TOUR EMPL 		
Lags interval (in first differences): 1 to 2	
				








At most 1 *	 0.770233	 78.80832	 47.85613	 0.0000
At most 2 *	 0.582319	 39.09966	 29.79707	 0.0032




 Trace test indicates 4 cointegratingeqn(s) at the 0.05 level
 * denotes rejection of the hypothesis at the 0.05 level
 **MacKinnon-Haug-Michelis (1999) p-values	
				








At most 1 *	 0.770233	 39.70866	 27.58434	 0.0009





 Max-eigenvalue test indicates 3 cointegratingeqn(s) at the 0.05 level




In order the results to avoid from spurious results; we tested all assumption of error term and residual diagnostic. Table 4.5 below reveals the residual test of the errors terms. To test for the existence of autocorrelation or not, the popular Breusch-Godfrey Serial correlation LM test has employed. The result noted that the null hypothesis can be rejected as errors term are linearly independent of one another. This can be interpreted that there is no autocorrelation exist in this study. Furthermore; the result indicates that we cannot reject the null hypothesis that the variance of the errors is constant or no heteroscedasticity. In addition, Figure 4.1 shows the Jarque-Bera statistics reject the null hypothesis that the series are normally distributed for our model since the probability of BJ test is equal to zero Under the null hypothesis of normal distribution, Jarque-Bera (J-B) is 0.
 Table 4.5 Diagnostics Test



















Figure 4.1 Normal distribution Test

Table 4.6 Least Square Regression result








TOUR	0.090374	0.041135	2.197020	        0.0284




Adjusted R-squared	0.757880	    S.D. dependent var	42.40507
S.E. of regression	40.72035	    Akaike info criterion	10.36268





4.6.1 General Model Interpretation
The study indicates that with coefficient of Determination(R-square) at 0.76, one can say variations in tax can explain 76% of changes in FDI, social, tourism and employment for the period of study. The implication is that 24% is explained by other factors not covered in the study. 

The estimated value of adjusted R-square is 0.76 shows the goodness of our model. The F-statistics (0.00 < 0.05) shows the significance of our model, confirm that FDI, social, tourism and employment respond to changes in tax. The value of Durbin Watson statistics for dependent variable is 1.93 and if the value lies between 1.5–2.5, it means that there is no autocorrelation exists in the study. In our case it is near to 2.00 which means that there is no autocorrelation exists in our study and the regression model assumes that error deviations are uncorrelated. Furthermore, the test of LM serial correlation test show that the model is free from the problem of autocorrelation as the probability of obs Chi square is above 0.5 such that 0.5 >0.05. 

4.6.2 Coefficient Interpretation
4.6.2.1 Impact of Tourism Sector on Direct Taxes
Theoretically the relationship between tourism and tax revenue collection is expected to be positive. Table 4.6 indicates that the estimated results suggest a significant and positive relationship between tourism and tax revenue. This implies that a one-unit increase in tourism or tourist would results to increase tax revenue collection by as much as 0.09 dollar.  A reasonable argument for such results is that, the tourist increase employment opportunities, trade and foreign earnings. 

Most of the theoretical and empirical literature on tax policy found that increase in tourism industry in any country support tax revenue collection as well as economic growth. For example, Gooroochum and Sinclair (2005) found that in Mauritius taxing tourism is relatively more efficient and equitable than levying other sectors. It also found that there is positive significantly more revenue from tourists. Therefore, the government of Tanzania has to improve the tourism industry environment through improving infrastructure such as road and communication, stable and reliable security and other incentive so that to encourage inflow of tourists from different nation to our country.  

4.6.2.2 Impact of Employment on Direct Taxes
The results Table 4.6 indicate that there is insignificant relationship between employment and tax revenue in Zanzibar.   Although, theoretical and empirical literature found that when foreign direct investment inflow increases, as well as employment opportunities are increasing, hence boost the tax collection of the particular country. However, for the case of Zanzibar is opposite. Even though numbers of employees working under tourism sector are increasing simultaneously in Zanzibar, but most of the employer does not report the real income tax to the TRA as well as around 75% of the tourism sector employee’s salaries and Hotel employee’s salaries are below tax threshold.  Furthermore, most of the employees are self-employment which is difficult to be taxed under TRA income tax laws as well as ZRB tax laws. Therefore, there is positive insignificance between employment and tax revenue collection in Zanzibar.
  
4.6.2.3 The Relationship between FDI and Tax Revenue
The Table 4.6 coefficients results indicate that, increase in FDI by one percentage (units). would results to increase tax growth by 0.16 dollar. The results implies there positive relationship between the FDI and tax collection. The results show that, FDI has a positive and significant impact on tax revenue at the 5 percent level.  One percent increase in FDI inflow in the Tanzania region will result in an increase of 0.16 percent in revenue collection. The result is consistent with findings of previous studies such as UNCTAD, (2010a). UNCTAD, (2010b) and BOT et al (2001:9) indicated that an increase in FDI will result in an increase tax collection in monetary term. 

More recently, according to Bank of Tanzania, the monetary value of the FDI inflow into Tanzania increased sixteen-fold from US$ 47 million in 1990 to US$ 768 million by 2000. This is an increase by 15.3% over a decade or an average of 1.53% annual increase. Therefore, at this time the country is inevitably had to rely on FDI as one of the sources for tax revenue collection. Hence forth, more attractive policies to lure investors to Tanzania has to be improved and being more attractive in foreign Investors. 

4.6.2.4 The Contribution of FDI in Social Economic Development
The Table 4.6 result indicates that there is positive significance relationship between FDI, social benefits and tax revenue collection. This is suggesting that an increase in social benefits received from FDI by one percent or unit would results to increase the tax by 0.019 percentages or unit. This implies that, the FDI and social benefits received from FDI is an important factor to the Tax collection in Zanzibar.  FDI in Zanzibar builds huge projects in a community surrounding them such as they are building hospital, schools, road, water facilities as well as they are contributing some percent of their profit to the community authority as their part of social responsibility. These projects facilitate and promote the revenue collection in Zanzibar under ZRB and TRA.

4.7 Discussion of the Finding 
The finding obtained from this study indicates that an increase in FDI by one percentage or units would results to increase tax revenue collection by 0.16 dollar. The result implies FDI has a positive and significant impact on tax revenue at the 5% level.  One percent increase in FDI inflow to Zanzibar region will result in an increase of 0.16-dollar revenue collection. The result is consistent with findings of previous studies such as UNCTAD, (2010a). UNCTAD, (2010b) and BOT et al (2001:9) indicated that an increase in FDI will result in an increase tax collection in monetary term.

More recently, according to Bank of Tanzania, the monetary value of the FDI inflow into Tanzania increased sixteen-fold from US$ 47 million in 1990 to US$ 768 million by 2000. This is an increase by 15.3% over a decade or an average of 1.53% annual increase. Furthermore, the finding obtained on this study shows that an increase in tourist by one pax would results to increase tax revenue collection by as much as 0.09 dollar. The results implies there is a positive and significance relationship between tourism sector and tax revenue collection, most of the theoretical and empirical literature on tax study found the same result of increasing in tourism support the tax revenue collection. Evidence from Gooroochum and Sinclair (2005) found that in Mauritius taxing tourism is relatively more efficient and equitable than levying other sectors. It also found that there is positive significantly more revenue from tourists. 

Moreover, the results show that employment has a positive but insignificance impact on tax collection revenue. This due to the fact that most of tourism sector employee’s salaries are below the tax threshold and most of them is self-employment which is difficult for TRA and ZRB to tax them accordingly. 















5.0 SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Introduction  
The main objective of this study is to analyze the impact of foreign direct investment flows on tax revenue in Zanzibar, through this main objective, four specific objectives are included, namely; to examine the impact tourism sector, employment, FDI on tax revenue as well as the contribution of FDI in social economic development in Zanzibar ( 2001-2015). The study wills hopefully, sheds the light on what government can do to maximize tax base as well as revenue collection. This is in line with the government’s objective to achieve millennium developments goals and will support the implementation of MKUZA II, vision of 2020. The Ordinary Least Square Method (OLS) was used to estimate the Tax revenue collection model in order to capture the relationship and to check the robustness of the results. The tax revenue collection model included the following variables: tourism (Tour) Foreign direct investment (FDI). employment (EMPL) and social benefits (SOCB). 

5.2   Summary of the Main Findings 
The study found that foreign direct investments, tourism sector, employment and social benefits have long run relationship to the revenue collection in Zanzibar. All variables are important in affecting tax collection. Furthermore, the finding obtained on this study indicates tourism, FDI and social services benefits have positive and significance impact to the tax revenue collection in Zanzibar. It implied that a one per cent increase in tourism sector, FDI and Social benefits would result an increase 0.09 dollar, 0.16 dollar and 0.019 dollar to the tax revenue collection respectively. The result is consistent with findings of previous studies such as Gooroochum and Sinclair UNCTAD, (2010a). UNCTAD, (2010b) and BOT et al (2001:9). However, the study found that employment has a positive but in-signifance impact on tax revenue collection. The result reveals one percent increase in FDI would result in to 0.16-dollar increase in tax revenue collection; it shows that the contribution of FDI to the tax base is higher than tourism and social benefit contribution. FDI contribute 0.16 dollar to the tax base compare than 0.09dollar of tourism sector and 0.019 of social services benefits. A reasonable argument for such results is that, FDI increases cash inflow and foreign capital base to Zanzibar, as well increases technology and skills which boost productivity hence revenue. 

The result also revealed that FDI contribute huge project with more benefits to the surrounding community such as water projects and infrastructure. Therefore, at this time the country is inevitably had to rely on FDI as one of the sources for revenue. Hence forth, more attractive policies to lure investors to Zanzibar has to be improved and being more attractive in foreign Investors. However, Employment contributes nothing to the tax revenue due to the fact that most of tourism employment has salary bellow the tax base threshold and most of them are self employed which is difficult for tax authorities to tax them accordingly. 

5.3 Implications of the Findings 
It was found that the tourism sector, FDI and social services benefits have a positive and significant impact to the tax revenue collection in Zanzibar. However, FDI is contributing much to revenue collection in Zanzibar by 0.16 dollar by increasing only one percent of FDI. This is because most of direct investment facilitates technology and skills transfer to the local community, hence forth increase productivity and tax base. FDI also facilitates cash inflow through Greenfield investment or merger and acquisitions. Therefore, at this time the country is inevitably had to rely on FDI as one of the sources for tax revenue. Hence, there is a need for government to change policy in order to attract more foreign investors to Zanzibar, as well as to attract more Greenfield investment.

5.4 Conclusions
Foreign direct investments play a significant role to the tax base of any nation, especially through Greenfield investment. In an economy, direct investment are indicative of a positive trend of investment with eventually translates in increase in tax revenue of the country. This can also be proved from the aforementioned studies in the literature review. All efforts made in this regard must keep into consideration the economic, political and social situation of the country. 

However, from the above analysis it was found that employment has a positive but in signifince effects to the tax revenue collection.  Even though numbers of employments generated from FDI are increasing tremendously, it is effect to tax base is insignificance. This due to the fact that most of tourism sector employee’s salaries are bellow the tax threshold and most of them are self employed which is difficult for TRA and ZRB to tax them accordingly. There must be present for the investor's concrete benefits and opportunities in order for the FDI and tourism sector to have an impact to the tax base. Without these, any investment made would be unable to yield the results that were desired. At this level we must understand that it is the responsibility of the local government to devise policies and strategies in such a manner that would support the efforts and investments being made. 

5.5 Recommendations 
Our results are likely to provide an opportunity to frame some policy implications especially on improving tax revenue base in Zanzibar. The regression results confirmed that an increase in FDI, tourism and social benefits have positive impact on tax revenue of Zanzibar. Hence the authorities should positively concentrate on maximum utilization of resources to increase FDI in order to increase tax base. It needs effective and encouraging policies from the public sector to restore the confidence of the investors. Government should offer Business friendly environment, improve infrastructure as it provides pace to attract huge FDI hence increase tax revenue base.

5.6 Limitations of the Study 
The study on impact of FDI inflows on tax revenue collection in Zanzibar was hampered with some problems. Inadequate availability of time series data especially FDI inflows, number of employees data as well as numeric social benefits derived from FDI.

The second problem confronted by the researcher during the research period was the lack of fund for carrying out the research work. Any research work requires the researcher to have funds for proper implementation of the research work. However, I managed to collect data effectively to the selected samples to come up with this study.

5.7 Suggested Area for Further Study
 
The study based only on analyzing the impact of FDI inflows and some of its determinant on tax revenue collection in Zanzibar but there are many areas in which further research on FDI’s impact on the tax base is sorely needed. The most important one is to investigating whether disaggregated FDI in different sectors such as manufacturing and service sectors can support and increase tax base.
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